CHAPTER 29

Chapter 29 intréduces:another macis. model. of the-econ-
omy; one- based-on- aggregate- -demand-and- ‘aggregate
supply:#This model: can: be. used to-éxplain-real.domestic
-output and.the Jlevel -of sprices at .any-point: in. time .and

to understand what: causes output and the pnce level to

change'= B RS R A ot b
“The aggregate demand (AD) curve:is dOWnsIoptng

because ‘of:the real:balances;:inferest:rate, -and: foreign -

purchases etfects~resultrng from+ehédnges sin-the-. price
level:-With:a downsloprng aggregate ‘demand-curve,

changes in':the 'price*level have. an:inverse® effect: on -
" the levelofspendlngbydomestrcconsumers businesses,

government;;and: forelgn buyers;“and: thusvon real: do-
- mestic output -assuming: otherihrngs equaliThis. change
would sbe’ equivalent-to: a:novement: alorig:an e)ﬂstmg
'aggregate ‘demand.curves: ower:price level incréases

the quantity :of:real: domestic - ;output:demanded; and a -

higherpriceltevel decreasasthe quantlty ofireal domestic
output demanded
“uFhed aggregate ldemand—-,
decreasebecause ‘of -d: change ‘i

urve can increase. or
ong -of: the: -nonprice

level. detérminants; of ;aggregate - démand:.The - deter-
minants include chariges aﬁectmg consumer; jivestment,’
government, and net: export Spending:You,wi »learn that :

-underlying:each:demand deté
that -causesthe: determmant 10 j_hange _The 'Size: of: the
chapge:involvesdwoicomponenis: Eo :,exampie if pone:of
these: spehding ‘determinantsi mcreases thefiaggregate
demand.will: rncreaseaThe chang
involves an increasein:initial spend
fect that results:in.a greater ‘change in’ aggregate demand
than-the:initial- change:

butritivaries: based on: the tlme horrzon xand nabtllty ef
input and: sutput:-prices. In the |mmed1ater short-run ithe
aggregate Supply-curvesis: horlzontal sattbné:price |evel
because-input- prices: and “outputzpriées:are:inflexible or
fixedsiIn:the: short:run:however; the: upstoping-shape of
the"aggregate stpply: curve reflects: what happens to par-
unit préduction costs as:real:doméstic output iricreases-gr
“decreases: In'the.long:run,:the"aggreégate: supply curve is
vertical heeause input-and: output-prices are fully flexible,

so;a:change:in the:price level does:fio change- resource_ '

ut:lrzatlon at the full-employment.devet.of output..:

“ You:sheuld. remember-thatan- assumptlon has alsoi :

‘ been made that-otherithings .afe:edifal-when:one-moves
along .dn-aggregate-supply .curve: sWheri other things .
change; thé-short-run. aggregate supply curve can shift. .

s

: The determmants !

.changes,“then’ aggregate deman

'GD

ninant-are various:factors .

iggregate demand. .
: dltipliet: ef: *

aggregate supply mclude changes '
in mput‘pndes changes ln productlwty and. changes in the '
legal and institational enwronment for. productlon A with
aggregate demand, You will Iearn that there are underlymg

_ tactors that cause these supply: determmants to chahga.’

The mtersectton of the- aggregate ‘demand" ‘and:ag-
gregate supply curves. determines equilib‘ritjm ‘real
output and the. equtlrbrtum prlceflevel Assumlng ihat
the' determmants of aggregate de and and ‘ggregate.
supply domnat change ‘there are, pre sures'%th. wrll tend'
to. keep the” economy at”’ equrllbnum f

both can shift,
.When aggregate deman‘

onomy 1 operatmg t‘full employmen thie fhicreage
in AD may not -havé: |ts B ull multlpllerjeﬁe ton' t

economy because the prlce level falls;; and eutput and.
employment.increase. -Conversely;:; grease:in: ‘aggre-

gate: supply doubly harms the economy: becalsethe | price

levélincreases, and: output and: employment fall,-and thus_
the ‘economy: experiences: cost:push:inflation:: :
" nThéraggregate: démand+aggregate supply'modelis an

lmportant framework for-determining the- equilibrium:level

of real: domesticioutput.and’ prices .in: ah- economy;The

model will-be used extensively, throughoutour: remain-
ing: macroetonomics discussion to- analyze how dlfferent

parts of the eoonomy functlon s e :

Wh e u have studred thls chapter you should be able to

o Defrne aggrega‘te demand

- [1 Describe the: charactenstlcs of the: aggregate demand

curyve,

.0 Use the féal- balances rnterest—rate and forelgn pur-

chases effects. to’ explain why the aggregate demand '
clrve: slopes downward.
I3 Use -‘agraph:to: dlStlngUlSh between a:movemerit’ along :

. a fixed- aggregate demahd curve: and & shlﬂ in- aggregate
‘_-demand PR T Yl N N
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i Gtve an example of"the effect of the’ multrpl:e on' an BE

Increase in aggregate demand.

| Explaln the four factors that can change the consumer
spending determiriant of aggregate demand.

[J Explain the two factors that.can change the investment
) spending’ detertinant of aggregate: demand.

[t Explain what changes the: government spendtng de-
'termlnant of aggregate demand.

o Exptam the two factors thai can cause changes in the

. net export spendrng determinant of aggregate demand. -
dp sclss how the-four major spendtng determinants- of

aggregate demand (and their. underlylng factors) can in-
crease Yol decrease -dggregate demand: ; 7
[.:Défine aggregate; supply ir the- lmmedtate short Jrun;
ths short: «tun;-and.the long run..

] ‘Explain why the: aggregate supply curve in. the tmmedl- _

“gte-short run i§:HoriZontal: ‘
~. [-Explair-why the aggregate supply curve in" the short
run-is upsloping.» - = ‘ fo
Bl Exp]aln why'the aggregate supply curve in he ong
runis vertical: y # :
Cl Identlfy the; three ma]or spend
gregate supply FERNRE LIS T

g'determtnants of 4 ag-

REAR

EI Descnb tivo factore that. change the mput prlces de-_

termmant aggregate supply . :
-»EI Explatn what changes the produchvrty determlnant of
_aggregate supply: G
Identlfy livo: factors hat: change the Iegal |nst1 u nat

-~ “environmant: determinant of dgaregate:supply:; - -
- [0, Explain-how-the threemajor- determinants of. aggr _
supely ;_(and thetr underlym tactors) can: increase"" de

crease ggregate supply.s’ €0

I Explain. why:inzequilibriam. the economy wrlt produce'

a paricular: COmblnatton of:real. output and' the prlce :level
rathet than: another comblnatton_ LT
[1:Shbw. the: effects:of an {herease:
. on=the: real:-outputzand. the:price [evel and relat
changesitordémand-pulkinflatiori> « 3
- Bllllustrate thé effects of. adegreasein aggregate demand

on real:output-and the.price levelin-the economy: -andre-
late the chariges-toriecession. and-unemployment. ;s =+
[, Explain: the.meaning-of the terms deflafion-and, dtstnﬂatton
" [3-Give five reasens for- downward inflexibility of changes

in;the, price-level:when- aggregate: demand decréases. v

[J:-Explain-the: effects-of a.decrease in dggregate supply

. onireakoutput:and.the price level and relate the: changes
to cost-push inffation: i RES

0 Describe the effects of an increase in aggregate supply

on real output and the price level.

. .Explain how i increases in productivity reduce :nftatlon-

ary. pressures. usrng an. aggregate demand—-aggregate

: suppty graph.

5 Explain why increases in or! prrces have Iost the|r ‘sttong

effecton core:inflation and the U:S. .economy. (Last Word).

I CHAPTEH OUTLINE

) Ay Th:s chapter tntroduces the aggregate o’emand—
aggregate :$tipply -medefl:(AD=AS *model)i-lt- explains

why real domestic. output and the price level fluctuate -

. .expensive:fon foreignerss and:expandk

' spend-less-and ADwill decreases:it:

meanlng and characteristics of aggregate demand

a. Aggrega;e demand is a curve that shows the total'r

quantity of goeds and services (rea'l output) that will be’

- purchased (dgmanded) at different price levels. With
-aggregate-demand there is an inverse or negative rela-

tionship between the amount of.real cutput demanded .

- and the prlce level, so-the curve stopes downwalrd.

' b, Three réasons account’ for the: inverse relationship -
between real output and the price Ievet and the down- i

- ward. slope of tHe, aggregate demand cirve,,

(1) Real- balances, éfféct: An increase in the pnce' .
"-:_[evel decreases the purchasmg power oft _rtancral ASs .

-sels.with-asfixed: :money:-value, and-because those who = °

+own.such assets:are now poorer ihey:spend less for

L--goods and-semnvices. jA decrease in-the:price. level has
“the: opposité effects.i 1. SR v

{2}. Interest-rate, effect With the supeiy.ot money .

~fixed, an.increase: In‘thie: price: |eve|a|ncreases the de-
- -+ mand -for.money;.incredses: interest: ‘ratés;sand. as. 4
-~ result reduces: those expenditures: (by consumers-and
: _rbUSlness firms): that-are sensitive toiricieased intérest

* : rates: Adecrease in: the prlce level: ‘has: the opposrte .

- gffects.? 1w R :
o [B): Forergn purchases effect Afiincrease - |n-tthe
price:level (relative’ toforgign:price. Ievets) will réduce
87 exports sbecause: U:S:; produets:are: now imore
.S na_'.lmports
" ‘hecause: forelgn products are less:expensive for U.S:

- .CoONsuUMers: As-as consequence netzexportswill: 'de:

crease, which means there will-be a:decreasein;the

i 'quantlty of goods- and-services; demanded in the 1.8,
~egonomy.as. the: ptice;level: nses ‘Adecrease.in:the
pricelevel {retative:to; ore:gn pricg-levels). will have
-:..-.oppostte effects

2 Spendlng by 'domesttc gensumers

multiplies-the:initial change: These determihants are dlso
called aggregate demand shifts because-a-charige iniong

~ of-thein; other thingsiequal; will:shift thelentire;aggregate.
. demand:curve. Figure:29.2. shows.the:shifts:What follows
Is.a description of. each of the four:major determlnants and '

- a Consumer pendmg can: mcrease or: decrease
-- AD. |f:thesprice:levetlis-constant; and:consumers.de:
“ eideto.spend more, thenvAD williincredseyif eonsum:
- vers decide. forspend:less then ADwill.decrease: .Four
.+ factorstincrease oiidecrease consumer spending: s
* (1)-:Consumer:wealth:f.the reatvalue-of.financial ‘as-
-sets such -as .stocks;:bond;»or feal- estatesincreases
-+ (minus:any:liabilities for: these assets); then gonsumers

O will feel wealthier,: spend~more;: and AD: iricreases. if

- ‘thereal valug of:financial: ‘assets falls‘ CONSUMErs: wnt

o2y Holusehold- "borrowing:ii ,co_nsumers;,borrew mofe
-, money, they canrinetéase theirconstmption 'spending,

usinésses, -
government,-ahd -foreign buyers:that:is independent:of = -+
changesinthe price leveliare: determinants ofaggregate -
" demand. The‘amount;of ‘thanges In ‘aggregate. demand
-involves two.componénts: the-afriount: of Aheinitialchange - . -
"inong:of.the .determinants and::a multtp!ter effect that .. 3




thus increasing AD: Conversely, if consumers'cut back
on their bcrrowrng for. consumptlon spending, AD. de:
creases: -Also, if consurers incréase their- sa\nngs ‘fate

" to pay off théir debt; AD decreases: '+ .+ " -
'+ (3). Consumer. expectations: df rconsumers. - becorne

more cptrmistrc about the-future, they wilt likely: spend

- more-andsAD- w:ll increase. . consumers.expect.the

(2) Expected retums If busrnesses

. returnsioniinvestments:in-the: fature;: they\ will likely
= increase their- investrent: fspendmg today,: so-AD: will
- Increase: If businesses’ expect Jower refurds on invest-
- énts in‘the future;:they will decrease the|r investment
.-spendirig today, and AD:wilk decrease These expected X

future:fo-be: "worse, they will:decréase their spendrng

. and AD w;f l-decrease.. B

- (4) Pérsonal-taxes: ‘Cuts in persona1 taxes lncrease
.‘.-dssposable incorrie. and; the -capacityfor.: -conistimer
- spending, thus mcreasmg AD: Anse in persona! taxes -
: .decreases duspcsabte rncorne consumer spendrng,

and AD.

‘h.- Investment spendmg «can-increase of: decrease

AD.[f the price level is constant; and businesses decide

- “to spend more o iinvestment;:then AD will increase. If

businesses- decide to-spend less oninvestment, then
AD will"decrease: Three factors :ncrease or decrease

Tnvestment spending.

(1) ‘Realiriterest rates: Adecrease in real rnterest rates
will increase the quantity-of investment: spending, thus
mcreasmg AD. An-ifcrease n. real interest rates will
decrease the quanttty -of mvestment spendrng, thus
decreasing-AD.- % ;

xpect hlgher

" returns:iare- rnfluenced\ by'expectatron A,about future

- business. conditions,-the ‘state of technology,‘the de-
.-gree of excess capacity: (the amount: of:unused cap:tal‘

_rons more techno!ogr
ity, and lower taxes wrlt
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. because domestic purchasers cannot buy as many im-
ports-as they used to buy. U.S. exporis-should increase

. because foreigners have more purchasing power-to buy

" U.8. products.. These. events: incréase netiexports, and
- thus increase AD AN appreciation in the value of the'dol-

“‘lar. will decrease net exports ‘and thus decrease AD

u s[oprng because mput pnces a or h
“inflexibte and output pnces are ftexrble and thus

" for firms to;prod-uce 'mcre than is possibié at fi
ployment output. . '

4 The determmants of aggregate supplythat shn‘t the

curverinclude. ehanges inthe prices of inputs for produc-

. tjoni; changes-in productivity, and changes:ir-the legal and
institutional - en\nronment in the economy, as: outlrned in -
. Figure29.5.

" progress, mor _
decrease mvestment spendr

‘ spending tends 1o rncrease A_D

"*"d. Net export spending can increase

0

Iming. e !
change as 8 result o the spen

wr!l decrease AD

if the price level is constant and net exports (expons
minus imports) should increase, then AD will increase.
If net exports-are negative, then AD: will decrease. Two
factors explain the increase of decrease in net export

- gpending. -

(1} Natronal rncome abroao' An increase” in the na-_

-tional income'of other-nations wilkincrease the demand
“for-all ‘goods ‘and.sefvices, -including U.8x exports:. It
. -U.S:: exporis increase: relative to. U:S. imports,~then

net-éxports. will increase, afid:so wifl ADA.decline in

: nationa! incomes abroad’ will tend 1o reduce U net

exports-and thus reduce AD,

*.{2).-Exchange rates:A’ deprecratron in: the value of the

~U.8: dollar means. that: US ‘imperts.. shou!d decline

wras A change in- mput pnces for resources used for
'productron will’ change aggregate supply in. the:short
run: Lower:iriput. prices inorease ‘AS- ‘and. highier Iriput

' -prices' decrease :AS; sThese input-prices: are tor bcth

; domestic ahd imported resources. - "y i
(1) ‘Domestic: resource prrces include the pnces for

" jabor; .capital, and- hatural. resources: ‘used for:produc-
. tion; If any of these‘input prices decrease; then-ASwill
- increass -because the per-unit costzof: production will -
* - decrease: When the prices of these domestic factors

"of production increase, then AS will décrease..

. (2) The- prices of imported resources-are the: cost of

paying -for resources- |mported from other nations. if

. thevalue of the dollar appreciates; theri'it will cost less

* to pay.for: 1mported resources used:for production, As
a resulf; per: Unit productron costs: will ‘decrease, -and
- AS will increase.-Conversely, if the value ‘of iHe dotlar

-.-'--depreolates hemn it: wrll cost more to rmport resources

- 50'AS W|l| decrease i, i s
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b Asiproq'uctivifyimproves, pér—unit:prbductio_n costs
- will-fali-and AS will increase. This-gutcome eccurs be-

. ~gause.productivily (outpui-divided. by.input) ig ithe, de-
-:nominator:for the: tormula- for per-unit production costs

© (totalinput costdivided by: produetivity)*As productivity
. declines; per-unit production costs will Increass, soAS

“cosls and decredss’AS, - ¢ e
- (2) Adgcreasein the amolint of gmifernm;a_,nt‘réyg(aﬁon -

. Is simifar to a.decrease in the per-unit cost of produg-

tion, 'so
-1eg

: .'c_i;_'Ah=inr':rease in aggfegaie. defndrid‘.wdﬂld Ssulf

ill iicrease AS. Anvincrédse in Gov
AL e T S
Jaise costs; and thus will.dec

-+:inzan: increase«nzhoth sreal domestic -output ‘and the
-« 'price:level: An increase, inthe price:level:béyond. the

EH

‘ ull-‘;erhpiéymeht}.;a!e\‘f'el;=.=of-'__qutput-._ Is::associated: with
i demand-pull.inflation. A classic example occurred: dur-

ing the:late” 1960s: because of.a sizable. increasesin

goveminent.spending-for domestic progranis andsthe

. .-war ih Vietnam: et ern Genniiie

= BoArdecreass |

-wputputiand-increases cyclical. uinemployment; . but It -
© may;not decrease the:price level: In-2001, there was'a

RSN

aggregate. demand-reduces:real

- significantdestine:in.investment spending thattedticed
..aggregateidemand and:led to'a falkin real:outpufand a

Cnse in: cyclical-unemployment.-The rate.of inflation:fell
= (there-Was-disinflation), but there was'no.decling:inthe’

«x.price level (deflation)::The reason the economy experi-

' éndés aGDP. gap:with.nio deflation’is.ihat the price
. level:is-inflexible. dowiward: The price:levelis argely

++ influgnced. by-Jabor costs; -which acecount:for, most of

th‘efinpﬁt_»—-pric';es;for_the.,pr_qduction::of;-many.:goods and

+: serviges. There -are: at.least five ‘inferrelated. reasons
~for this downward inflexibility. of-the price:evel... .

(1) sThére-fs the.fedr ofstartingia jprice wariin
o .-;fi;mg*'-:f_éomp,eteg_;ﬁwitha;eax_:ha;iOthe'r ‘onilowering=prices
- regardiess ‘of the. cost: of praduction: Prige; wars-hurt

rige Warin Swhich

e +technalogical change.

-HINTS:AND TIPS:: .-

““:business profits, and they make firms reluctant o ‘cut
~iiprices for fear-of sstamting one. - e, i oot e o0 o

(2} .Firms-are reluctant to ‘change; i'npu"t:-'pricé_s_' 'if_ii;le'fe_

are costs related-to changing:the:prices or announcing

 iheschange.. Such menu :;:'osi‘s_.-ihcrease.-the_,waiting

fime before. businesses.make any:price changes:- -

(3):if-wages are determined largely-by-iongstérm con-.
fracts; ivmeans that-wages ‘cannot-be changed.in‘the

shortrun. . - .

- ,(4‘)&Mbraié,-_éffort;ar;d",bfdducnvgty‘may._b:e. ffected by - .

: changes in.wage rates:If currentwages élre_'efﬁc_jenc'y

. -,-Wagest:ihgt maximize. worker effort :dnd moiale,sem- -
.. ployers may be-refuctan‘t-t_ojom‘.f‘_e_r.wag'e_s-because such | .

‘changes reduce work effort and productivity: i

T (5).<Fhe-minimufm wage puis'a 1égal floor-on the waéé‘s

=« for the.least skilled workers indhe economy; ¢ - -
c:-A- decfease in- aggregate:'supply . means- there

-+ will.be-a:decrease in real. domestic: output (economic -

~-growth) and employment.along with a'rise i the price.
level, or cost-push- inflation. This-situation. occurted
+in the.mid-1970s when'the price- of oil:substaritially
‘increased and- sigriificantly, increased; the :cost 6f.pro-

-+ .duction. for. many.-goods .and" services and:feduced
S productivity. it v b

d. An_increase In. aggregate -él;pjblj‘l,érising, from
i anvinerease. inproductivity has: the‘fb‘ene_ficial‘_eﬁect_s

.~:of improvifig, real- demestic output. and::employment- -
.. while maintaining’a stable:price level..Between 1996 .

. and 2000,{:the;eqonomy;‘expe.rier;ged,si'rohg economic.

+ ‘growth,“full employment.and very-low: inflation; These -

-+ outcomes; Gccurred because;bf an inctease in-aggre~
- gate.demand:in:combination with. an: increasezin.ag-
- gregate supply:from an.increase inproductivity. due to

6. (Last Word)

N

1. Aggregate demand and supply are the tools Uséd to .

explain what-.determinés‘r-the"-.ecqnomy’s real':oufput" and

-price level:These:tools; however; are different from-the
dermand -and supply.‘usédrinCha’pt,_err.,s fo-explain-whai e

determines: thetolitput and-price:of-a:pariiciar product,
Insietd of thinking-about the quantity: ofa particular good.

OF sefvicedemandgd of Supplied; it.is:necessary5:think

about the total ‘oraggregate:quantity- of -all-final-goods

" aridiservices >derhanded;‘;"(pu_réhased);ahdi‘s_uppliédii(pro-_-

dueed). You-will-have ‘ho-difficulty with- thé-‘..waj'/fz démand
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and. supply-are usad in:this: chapter once:you switch.from -2. The :aggregate demand:curve:shows the quantlty of
thmkmg about a particular good or. service and its price goods and services that wrtl be: (supphed de

to'the: agg_egate of alt fmal goods and sarwces and then’ .
average pt’lce J T PP S

2 Make ar chart showung each of'the determlnants

‘ o lckty see |h one gw kgtan: _‘:‘
all the pessnble changes n determl _ nd: the '

purchases effect

4 Forthe aggregate demand curve an mcrease m the prtce :

Ievel (lncreases, decreaees) .

i Uhiké e aggregate demand CURVE “the" shape o
the. aggregate Stipply: curve actually vanes\based on. ttme
d . ‘

" (AD-AS).model. - -,
_aggregate demand (AD)

Iong-mn aggregate
supply ourve s

Acurve is (vertlcat honzontal \upsiopmg) Sin
while: the shape of the short-run aggregate supply curve

e o b S
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-}

and the shape ofthe- long run ag—

11 . "'!hort’ u'n aggregate supp[y curve as the
price’ jgvel _incree
decreases)r - and as the prrce level

'decreases ‘ real domestlc output _. The

(1)

_ : ‘the’ aggregate ¢ ply
‘clves. At thls pnce level the’ 'aggregate quantlty‘ of
goods and se rces demanded is

and servlc:es supplred. And at this real domestic, output

" the - prlces producers are wrlllng to (pay, accept)

WI||l (

o

.'1 4 If the pnce level were below equrlrbnum the quantlty

' of real dornestro ‘ouf

the prioe level If the;eoonomy |s mltially

operatlng_,at iis ful employment level

. cost push) _';

17:.0fa gregate demand decreases then real domestro '

outputwrll -(lncrease decrease)

theaggregatequantltyotg _ds '

- as to-why.the demand urve for a srngle:product glopes
downward :

- and-drivés intetest rates downward

a change ‘often proo'uoes economtc condltrons called
(tntlatlon recessmn) iR

(rlses falls)

18. When aggregate demand deoreases the price: level

o e, wage)

19 Adecrease an aggregateh

s e Viereal-output Eand :
ﬁmce level Such @ change |n aggregate supply contnbutes

to (demand pull cost-push)

THUE—'FALSE QuEsTions: T Vo

_'C:rcle T if rhe sratement is frue, F rf it rs false

1. Aggregate demand
between the
_demanded

‘reflects a posr' '

2. The explanatron as to why theﬂaggregate demand
curve slopes downward.is the. same as. thegexplanaticn

4, leen a f:xed supp]y of money, a-rise:in-he prlce
level increases the demand far:mioneyin:the egoriciny

. T F.
5 A nse in the price level of an economy (retatlve to forelgn .

price Ievels) tends-to increase that economys exports and
fo reduce its imports of Goods and services.- T-4F

6 A movement along a frxed aggregate demand curve o
|s the sanie as a sHift i aggregate demand T F ’

i l-‘jspendlng fiGM one.of
tiplier effect on spendingi:.




’ x ~8. Achange in aggregate demand is'caused by'-a-change
L+ in‘the price level other-things-equal: - . T F

the C eterm:nants

9. The real- balances effect |s
&l j , T F

10. A large declme in: household borrowang wrl! rncrease
' consumptton spending-and’ aggregate demand:.> T+ F

1. A fall-in: exr{ess capacity, or-unused: exrstmg capital
goods -will: retard&he démand for-new capttal oods dnd
therefore reduce aggregate demand:- o T, «F

d- to mcrease net experts and 'gregate

13. Th mmedtate short run”‘aggregate supp[y curve |s
horrzon_tat and the short—run aggregate supp[y curve Is

14. -The"aggr.egate_supp[y curve ls-verticat in the lOng run
at the full-employment level of output. . ... T F
18. When the' determlnants ‘of short-run aggregate supply

change they alter the' per-unit productron cost at gach
. pricé: Jeval: anct ‘thereby-aggregate supply:: =T 'F

16. Productlvny is a measure of re'
|nput

17.. Per—unrt productton cost Is; deter‘
input-cost by units of output

18, At A B
outpu purchased |s equ
produced P

librium, :_eal donies
resulttng rn cost-p s

25 Ani increase in aggregate Supplydriven by productrvlty .

increases can offset the mﬂahonary pressures frorn ah
increase: |n aggregate demand L T F

MULTIPLE-CF[O]CE'.QUESTEOANS e

tween the .

12. Apprecrattcn of the. dollar relatrve to forergn curren- .

' “d) theeco'om

o8 Inithe: long run;-the: aggregate supply curve i§ B

AGGREGATE DEMAND AND AGGREGATE SUPPLY 359

<% {a)-ptice tevel and. what producers will supply =« =

(b) price level and the real domesttc output pur-

chased -. . - .. S

(e) price level and the real domestlc output produced
“-{d) real domestic: cutput- purchased and the rea! do-

mestic output producedg 0o B ST

PR

2. When the price" level: nses Tap FURLL -
=+ +(af-the demaind for money; and mterest rates risgsy
- +{b) spending that'is sensrtlve to mterest—rate changes
increases
{c) holders of financial assets, wrth flxed money values
|ncrease their spending’ e
(d} holders of financial'assets with ftxed money values
have more purchasing power

3. One explanatfon for the downward. slope of the ag-
gregate’demand curve, rs that a change in, the pnce ievel
results in S . ‘

(a) a multiplier effect '

(b) an income effect

. (¢) a substitution effect

(d) a foretgn purchases effect

pri__ces (
est

be an example of
(a) the intefes
(b') the foreign

(a) ‘a decrease in'the | prrce |
(b) anir |ncrease in the prlce l

(a) prrce evel and r-the real domestrc output pur—
-chased" ST T v
(b) price levet and the real domestlc output pro-.

s=,(b) nomfnal wages: do not»respond to changes in: :the
price level S o
{c): the economy i§ operatmg at ful[ emptoyment output

; At "than full employment

k?"-output

(a) upsfoprng -

(b)), downsloptng ]
(c) vertical Y B N
se(d) horizontal o cd s s w0 e
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AGGREGATE DEMAND AND AGGREGATE SUPPLY 361

14 98, Aggregate demand:decreases and- real -output falls H.PROBLEMS - .. g voi oo T S
but thesprice:level:remaing-the same. Which factor mast . t g L PR
-likely: ¢contributés to-dewnward price inflexibility?.=:. - 1 Fo!lowmg is an aggregate suppiy schedule
(a) an increase:in aggregate:supply: .. : ‘--
(b)Y the forejgn purchases: effect
-.{6) Jower-interest rafes: .«
(d) eﬁ:m ney wages

Price level . - 7
s T

_..‘2'175‘;’-":5.‘: g e e
150 | -

s A28 e

100

& Plot this aggregate supply schedule on the graph
- - below, .. 7. B

(b) Ihe real domesﬂc output would increase and rises “h. The following tab[e has three aggregate demand

- in the price level would become smaller - ;- - . . o schedules '

'(c) ‘theireal- domestlc output would’decrease and the o )

",P,'r,is.t._e_,. !9\!8:1 S
250°

kil

- 175
180
+ 125 -
. 100

B
A
i it B e
1
E T
5 ¢ N
g ‘
=
L b
@
G B
= B
& -
. Ty
2.
. o
[ G
a2
=
A7 450 -
. ' . 4 z N
o ; 0
y - e - |ed M B v ;.
125 fetetr b
- wls - 3 - |- : B | - e I I I b K - oy R P P It 5 B P B e e
310 0 L TS L 1 i 2 B et : cled o
o




362 GHAPTER 29 -

!

RN} On the graph plot the aggregate defmand curvé
shown in. columns 1 and- 2; label this curve ADy.
?"At thrs le\ret of aggregate demand the equilibrium

real domestlo output is . and the_

' (2) On the same graph plot the aggregate de-
"mand, curve ~shown in columns 1 and 3; label.

' "thls curve ADz The equ:lrbrlum real domestrc outputi -’

Wt e and the equrllbnum pnce level is
{8} On the same _graph, 'plot-the aggre‘gate dem_and
curve shown in columns 1 and 4; label it ADs. The

N equmbnum real domestlc output s

~ and the equrlrbnum pnce level |s

2 ln the followrng Ilst what wrll most Itkely happen as :

a result of each event to (1) aggregate demand (AD) 2
aggregate-supply (AS); (3) the; equrhbnum price level (P)
. and{4)é qurllbrrum real domestié dutput (Q)? Assiime'that
- alf other things. reinain constant-when the event oceurs
‘and-that the aggregate supply cuive is’a ‘short-run: one.
‘Use the tollowrng symbols to indicate the expected etfects
1= iricrease, D = decrease § = remains the same, and
U = uncertain. ’ L
’ a. A decrease m labor productlwty

CADL L ieAS.a . P Q..

“bl ‘Afall in'the inferest rate for business loans. . -
CaAbC oAk P O -

" Cu. Consumer |ncomes dec]:ne as. the economy movesi ’

. .mtoarecesston S .

- Glitput as shown, in column 2. [ 1

. cost at each {evel-of-output, given that; lnput price.

- to produce each level of output R O
€. In‘column-3; compute the: per-unlt productlon ct
Cat each level of 'clitput if each- unit of ibput costs $t
given.tiie level:of productivity: i it colurin' - :
d. In'column 4, éompute the-new perunit producth
.cost.at edch level of Gutputif each;unit of input cos
$15 given” that thére has beénsa doubling in. ti
. requrred quantrty of inputs 1o p ‘duce each, | vel

'wall aggregate supply (decrease i

same)? : SR i
e In column 5 compute the new: per—untt productn

_ $10 mstead ot $15 but the level of productl\rlty st

@ .

Price . Real
level GDP . .AD;

260" 2540
24,0 > 2490 S

200, " 23901240 : 1440.. 22C
190 . 2350 1390 1

1040 -1
220 2430 1140,

180 2300 1440 1640 2300
160 7 2200 1540 17
140, -2000 *. 1640 : 1840

" 20,1940, *1740;"‘ O

-d. The price’ of orl on the world market falls to a Iow.
" level. - :

e There is an apprecratton in the value of the U S_;
dollar ' : DA T

3. Followmg are hypothetrcal data showrng the re[a--

tionships between the real domestrc “output and e

quantity of, input resources needed to produce each'
- level of output : .

Output 'lnput Praductrwty . Per unit cast
TS e e e
2500, 500 _ .« R
2000 400 . ___. ot
rsoor 800 . Ll e

13

L I column 1, compute the le\ret of productlwty at-

CAdnh lAval Af raal Arvnacthis A |tnni' :

~ b’ Should” aggreg

100 18401840, 204of72',70o 2800 .2990 320(

a lf the aggregate demand in the economy We
columns k| andAS\-the equrhbrlum real GDP would |

KA and the equrlrbrlum prrce level WOL

he_ | SRS and if aggregate demand shot
"increage to that shown in columns 1 and 4, the equilibriv

| real GDP would- 'ncrease to L and fl

.‘F

prlce level would

te demand be that shown in ¢t
umng” t and 5, the equrlrbnum reat GODP- would |

and the equllrbrlum price would

- and if - aggregate demand shol

" increase” by 100 unrts to-that shown in‘columns
__.'and 6 the” equrllbnum ‘real ‘GDP would increase

' tand the prlce level would nse

e '_And rt aggregate demand were that _shown
e columns 1 and 7 the equttlbrlum real GDP woL
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" @-Usera graph to "derive- the® aggregate demand curve -

_ supp!y model j

assuming a constant price level,

r m CHECKLIST A R S L

-

APPENDIX TOCHAPTER 29

The. ﬁegaala msihip of the @ggaaggaaa E@eaaaaae%

@aeeaa» t‘ta aéae @

Thrs appeno‘lx explains how thid? aggregate expendﬂures

(AE) madel that'you learrned abouit i Chapter 28 isTelatéd

to:the aggregate: dérfisnd: (AD) ‘curve  that was-presented
in Chapter 29 There are-two short sections to this ap-
_Qe.r_t Thy tirst one focuses._ on, the derlvatron of the

to Shifts in’ aggregatel expendltu P

Although the  aggregate expéenditures model i a frxed-
prrce -level fnodel ‘and the aggregété démand-aggregdite
isa varrable—pnce level mode], there isaclose

understand is that prlces canbe frxed or constant at different
levels. The AD curve-can be dertved from' the aggregate
expenditures model by lefling, the prlce Ievet be constaqt at
different levels. Forexampfe the lower (the hrgher) the ievel
ai wh1ch prices are constant in.the, aggregat,,e£ expendrtures
model;’ the"larger thé‘smalier) will be the equnrbnum feal
GDP:in:that'médel of . the egbnomy:Various:outpit-price-
level'combinations can' bé traced to derive"an AD curve:that

‘ slopes.dowr_rward, as shown in Figure 1 indhetext. e

» The agdrégate demand‘eurve cdn -shift (increase or

decrease) because of a change in the.nonprice:lével-de-

terminarnts “&f aggregate démand. - The‘ determinants’ in-

clude changes in factors affectmg oonsumer investment, '

eie determlnants

govemment' ‘and net export SPe

" are simijar to the components of the aggregate expendl-'

tures-model: It is easy to' show: the: felationship, between
the  shifts- ln ‘the two models A ohange in spendlng will

initfal change"m'sp ingwh the midti
viould"be equal fo the size of the “herizon . shift.in.2

r

When you have stud ed thrs appendrx you should be abie to

O Contrast the: aggregate. expenditures and: the aggre-

gate'demand-~aggregate supply. modelsiby: comparrng the |

variability of-the price level and real GDP

from the aggregate expenditures model: = ## o
. O Expldin‘the effect'of:a.changein-a; determmant of’ ag-
gregate demand on aggregate expendituies:.::

O-=Usea graph to:show the relationship: between ‘g shltt in.

aggregate expenditures and & shift in*aggregate demand.

_expenditures model:

: Cohve sety, :

gregate Expenditure Model -

1+ Diséuss how- the'-mitia'l c‘hange i Vs‘p'e'nding and -the

-multiplier effect influence the size of the shift in aggregate

demand.

B AP‘PENDIX QUTLINE

K _'1 Thrs appendrx: |ntreduces the aggregate demand—.

aggregate supply. model of the econom to
real ‘domestic ‘qutput: and the prlce Ie

" model has'an advantage over thie aggregate expendnures

mode| because it allows the | price level to vary (rise and -
iall) rather than be constant or tlxed as in the aggregate

27 he aggregate _dema'nd'fcu &) caﬁ be Ele'r"i'v'ed"trorn the

~ Interdections of the aggregate expenditUresicurves and

the 45-degree curve. As the price level falls, the aggregate
expenditures: curve:shifts:upward-and the equiliarium- real

_GDP rncreases but as the price, level | nses he aggregate

T The inverse relatlonshrp b
level and equilibrium real GDP is the aggregate demand'
curve, Note that for, the, aggregate expenditures model, -
a. changes in -real balances (we (
~orédse the. consumptron schedule i

“thet rnvestment—schedule and :
-G changes in rrnportsorexportsaﬁectnetexports, Wthh :

et that shifts the aggregate expendrtures ciitve: upward

willincreass thie éduilibriim’ real GBP-ahd-shift theAD

.~ cuve to the right-by an amount equal to the initial:in- .

crease |r_r aggregate expenditures times - the multlpher
Tienprice-evel” determmants
of’ consumptron and platiied investient that shifts thi @ a-

-gregate expenditures:curve, downward will decrease:the

‘equrhb furm Teal GDP and shift the AD curve to the lett'
by an’ ‘Aount: equal to the Initial decrease in aggregate :
expendltures times the. multlp!rer NN

3 Hivys Aiip TIPS

1, Figure 1 is worth extra: study: to-séesthe relationship
veiween the quantily (real domestic; outpit)-and-the price

- levelin both models. The upper.panel showsthe aggregate -



' panel ehow’s thé: aggregate demand Hiods] with the' price - SR

366 CHAPTER 29

expendrtures model wrth aggtegate expendrtures n"the
vertical axis and quantity on, the horlzontal axis. Therlower

-level orithe vertrcal axis and quantity on the honzontal axis,

R

_Thus the horizontal axes in both graphs are the same and
directly. related The coninection between the price levels in
each graph'is.more indirect but they-are ‘refated neverthe-
less as shown in Figure 1.

"3 -Figure 2 shows how shifts are accounted for in each
model A shift upward in aggregate expenditures’ 15 the
same as a shift outward in aggregate demand. The.magni-

. tude of the changeagr quantity wili depend on the multiplier
" effect, but in beth, mode!s quantrty increases by ihe.same

amount: R -

T IMPORTANT TERMS LT

aggregate demand S ‘aggrega‘tér;

determlnants of " U oexpenditures -

fally

aggregate demand | © schédule~
| miitipliei "
R CoL
T " SELF-TEST

2, B LR

B F!LL-IN QUESTIONS

2 In the‘aggregate expendttures mode[ a lower prrce

L d
AR

Ievel would (ratse Iower)
sumption, - dnvestment, -.and . aggregate expendrtures
clfves, and the equllrbnum level of real ,GDP would (nse

3 tn the aggregate expendrtures rnodel a htgher

pnce levej Would (ralee Iower) ,.:th_e
consumptton, lnvestment and, aggregate expendltures

‘ourvee and the équrlrbnum levet of real GDP woutd {rise,

faly: 2

a. Thls retatronshlp between the pnce level and equtllbrsum

,real GDP rrr the aggregate expend:tures model i, (dlrect

mverse) Lo 'and can be used to derive the

CU[VE

aggregate (demand eupply)

_ B, if the price level were" constant an.increase- in: the
"aggregate expenditures curve would shift the aggregate'

demand curve te the (right, left)
amount -equal to the upward shiift in aggregate ‘expendi-

5\

tures fimes the {interest rate, multiplier) _
A-decrease:ir thé -aggregale expendttures curve: weuld

~shlft the aggregate -demand .guve 1o~ the {right, left)

the con- .

by an -

‘. By an ‘ot eqlal to*the (pward

45hn’t in aggregate expendt-

tures ttmes the‘ (mterest rate rnultlpller)

B TRUE-FALSE QUESTIONS

‘ Circle T if the statement is true Fif it is false

1. Both the graph of the aggregaie demand curve anc
the aggregate expenditures model show the price. leve
on the Vert|ca! axis. T F

2. The h:gher the pnoe level the smalier the reat bal
ances.cf consumers and~the lower-the aggregate expen

ditures: schedule ;T F
3 An rncrease in the pnce tevel will shlft the aggre' a_te
, expendltures echedute Upward T “F

p-4 'M'ULTiPLEi:eH'd'tt:E"'c'tueerio’tire" e

4. An lncrease in rnvestment spendlng will. ehlft the ag
gregate expenditures: curve upward and:the. aggregate
demand curve leftward. . . Yo T F

5. A ehtft I the aggregate demand ourve ‘is equal to ‘the
1n|t|al change in ependrng tlmes the multtpl]er T F

F T N A P

Crrcte the Iet{er that corresponds to the best answer

lf the prtce le\rel in the aggregate expendltures rnode
were lower, the-consumpltion-and- aggregate expendtture.
curves would be - :
. (@) lower, ‘and the equuhbnum rea! GDP would be
.- smaller:,
+ (b) lower and the equﬂ:brlum reai GDP Would bt
¢ larget o e -
+ () higher, - and the equlhbnum real GDP WOuid bt
- larger - ;
{d). h]gher and the equﬂtbnum real QDP would b(
- smaller-c o s ; : I AR

2 In the aggregate expendltures mode] a d erease u

: ‘downward o
(b) consumptien, rnvestment and net exports clirve:
upward
{¢) consumption and investment curves upward bL

~ the net exporis curve downward Ve Tl

. (d) consumption and net export curves upward bL
hé.investment cuyve: dovwnward. .. . o

- 3.An increase in investment spending WI||

= {a). increase, aggregate expendrtures and increase-ag
gregate demand * : .
(b} -decrease. aggregate expendltures and decreas
. aggregate demand
" -(6) increase aggregate. expendrtures and decreas
. aggregate -demand- v
*(d) decrease: aggregate expendrtures and increas
. -aggrégate demand T R U0

Lo




e

4, Adecfease in net export spending will shift the

.{a) .aggregate expenditures schedule upward and the .

aggregate demand curve nghtward

(b) aggregate expenditures schedule upward and the )

aggregate demand curve leftward
(c) aggregate expenditures- schedule downward and
the aggregate demand curve rightward

th [ggregate demand curve leftward

ey
'5.-An inCredse in aggregate expendrtures shifts the ag-
gregate demand curve to the
(a) right by the amount of the Yincrease in aggregate
_expenditures SR
(b) .right by the amount of the lncrease in aggregate
expendsturee times the multlpller '
{c) left by the amount’of the increase in aggregate
expend|tures

" (d) left by the amount ¢f the increase in aggregate

,_e_xperrti_lturee_tlmes the multiplier
¥ - PROBLEMS

1. Column 1 of the following tabte s‘hows' the real GDP
an ecoiomy might produce.

W @ B @

Rea] GDP_ . ~ AEqaq - AEj 00 AEqgg0
- $2100 $2110 . $2130 - ‘$2150
2200 - 2200 2220 2240
2300 - - 2290 2310 2330
2400 2380 2400 2420
2500 2470 - 2490 2510

2800 2560 ..2580 " " 2600

a. If- the _ptice level.in this economy were $1.20, the
aggregate expendltures (AE) at each real GDP would
be those shown in column 2 and the equtllbrlum real

GDP would be §
b. If the price.level were $1.00, the aggregate ex-
pendltures at each.real GDP.-would be those shown

in-column 3 and the equilibrium real. GDP would be -

c..If the price level were $0,80, the aggrogate ex-
pendltures at each real GDP would be those shown
in column 4 and the equmbnum rgal GDP ‘would be

$.

d..Show in the fotlowmg Schedu[e the equiliorium reat

GDP at each of the three price levels.

(dé aggrggate expendiiures schedule downward and'
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(2) The equilibrium real GDP is (drrectty, mverse!y) ,

re[ated to the price level.

'SHOHT ANSWER AND ESSAY QUESTIONS

1. What do the horizontal axes measure in a graptt of
the aggregate expendltures model and the aggregate de- ‘
manhd curve?

2. Why Is there an-inverse relationship between aggre-"

’ gate expenditures and the price level? Explain, usinig real
alance, the interest rate, and foreign purchaeee

3. Pescribe, how the aggregate demand turve can he
denved from the aggregate expendltures rodsi.

4. What'is the effect of an increase in aggregate expett-
ditures onthe aggregate demand curve? Explam in.words
and with a graph. .

5. What réle does the multiplier play in shlftmg aggregate
expendttures and aggregate demand'?

_ANSWERS

- pricelevel Equilibrium real GDP
$1.20 A T
1700 L i

0.80 o —_

{1) This_schedule is thefaggregate,(demand, supply)

- schedute,

Appendix to Chapter 29 The Relationship of the Aggre-
gate Demand Curve to the Aggregate Expendltures Model

FILL:IN QUESTIONS
1. variable, fixéd -

2. raise, rise

‘3. " lower, fall

4. inverse, demand

5. right, multiplier, -left, downward, muktiplier

" TRUE-FALSE QUESTIONS

1. R.p. 604 3. F p. 605 -8, T, p. 605
2. T, p. 604 4. F p. 605 .
MULTIPLE-CHOICE QUESTIONS

1. ¢ p 6804 3. a, pp. 605-805. 5. b, p. 605
2. b, p. 604 4. d, p. 805 .
PROBLEMS

1. &, 2200; b. 2400; ¢. 2600; d, 2200, 2400, 2600, ('i)aggregate
demand (2) mversely

SHORT ANSWER AND ESSAY QUESTIONS

3: pp. 604-605
4. p. 605

1. p. 604 .
2 p.604

5. p. 605 -







